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ABSTRACT

This paper sims 0 invest gie the effectof sk povermomee en fve-ASE AN lomks operational fisk dis kbsure
amd petfirmance, The wiguensss of this papet les in countties seting and d=k pvemamnee index bosed on
the mesttecent puideline of bank mpvermamee, This study wses 285 bank-veor obseryvations co mprising hnd-
cirllevied divs For the period 30 10-2014 . The tesulis suprest thal, consstend with the ageney and stdehe et
theory, Hsk povermmee poictices com encowmpe the banks end o improve eperational fsk disclosure while
by decteiee theit ROA and PUE. Howeves, these proctices com pod ively affect these petfosmomnces if medisied
b the opesintinrml Hsk disclosute qushity. This mesms that fsk govetmmee proctices 941l eneo e nisom feds
t presen opetational tskdick sutes quality & impreve bank petformance.
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L. INTRODUCTION

The mopetary crisis experienced by Adan mations amid 1997- 1998 isone of the faiure of banking
indwetry (Zlang, David, David, & Capubng 2000; Melran, Momkon, & Saphins, 20115
Shorteo mings in mverrance wene catkead by a lack of understanding of the risks they take and
boamds wha dido't focuson their dsk mam gement function(Firmncial Stability Board [FSB], 2013;
O rganization for Economic Co-operation and Development [DECD], 2014). Bk povernance is
1eeful for optimal deckion-making rebtad © rsks and maximizes public confidence in nsk
A repe me nl processes, stroctures, and decisions (Intermational Risk Goverrance Council [TRGC],
20057, Risk povermance is also a partof corpomie povermance decisions and actions that ersure the

* i Mispierd it oo 1 Bnd oy Bnding Schoo 1, 4 coonnming Dheparos i, K eeang Roya i 35 KebayonnBam, hiom,
Tirado ety [ il vt ilbey b pennif ke o bl . Toole +62-320 02 ITEETT.



Rl o Rl O ririecs T Pirovred it Clcraitioses) T Diee dodire A sl Forfororaiee :
Aw AFEAN- 5 B awd i Forpoei e i

effectiveness of rsk maragement ( International Finance Corporation [IFC], 20125 Meamshile,
rik trarsparency has increasingly demanded by shareholders and stakehoders afer a mmber of
bank faihwes (Linsley, Shrives, & Kajuker, 2008). In accorance with Basel Acoord IT (pillar 3§
puidelines, banks are required o disclose certintypes of rsks, suchas financial ks ( marketand
credit rsk)and non-firancial risks (o peratioal risk).

D to the importance of sk disclosure to banks, this reseanch focises o ndisclosing o peratiomal
reks. O perational sk diechsure (ORD) is one of the ©pics most disoiesad by academics and
firancial practitioners in recent years since the global crsks (Barakat & Hussainey, 2013). Their
opinion i bawed onincreasing these ORI, as one of the main cases of the oollapse of a mimber
of banks (Fomd, Sundmacher, Finch, & Carling 2009, The high dsk is dve to increased imestment
ininformation and echnolo gy sysiems, the wave of mergers and acquisitions, and new financial
iretrments (Helbak & Wagner, 2006).

Bazed onthe above important issves, this researchis motivated by two things First, it is due to the
importance of banking riek povernance in pmmoting effectve risk mamagement and enhancing
stakeholder confidence. Second, the competitive climake elaed o informaton and technok gy
systems has the potential to increase the operational rsks (OR)ame increazingly requined o disclose
the=e rsks especialby after the plobal crisis. This study 1ses the amlysiz of banking data lised in
the five cowntres of the Association of Southesst Asian Nations (ASEAN-5) becoee these
countres that initiate the estblEhment of ASEAN. They alo represent the best disclosure
practices due to e complex capital markets and emerging product markets that drive onefficient
information dissermination (Groy, Felman, Carvajal, & Jobst, 20110,

Thiz msearchis expecied to give some contributions. First, it provides a concephual understanding
of the ok of rsk poverance in promoting banks” ORD and improving their performanoe.
Previoe reseamch los only imvestipated the effect of standand poverrance on the bank risk
dizclosure quality (see forexample Batnovski, 2013; Barakat & Hussainey, 2013). They argue that
tedting on bank samples would be better and more relevant if wsing a measuement of rik
mvermnoe practices mather than standard/general povermance. This i coeed by the riek
povermnoe iz weeful for optimal deckion making related to rdsks and maximizing public
confidence in sk mamapement processes, srehes, and decisions. Banking activities are alo
rekier than monfimncial corpomie activites (IRGC, 2008, Aebi, Sabato, & Schrmid, 2012;
Battaplia & Galla, 2015).

Second, it exiends the additiomal methodoloy by sing nsk povermnos scores based on
"Gruidelines: Corporate Govermance Principles for Banks" published by the Basel Commitiee an
Banking Superviion{ BCBS) onJuly 9, 2015, This rew puide lines differ from previous mudelines
interms of expanding the board o f director (BO D 5™ msporsibilities, particulbarly in oversesing
the implementation of an effectve rek mamagement system. Practically, ASEAN-5 banks hove
started implementing risk goverrance practices prior o the vear in force. This can be exphined,
their memilaor (Bank Indoresia-Bl and Otontzs Ja=a Kemangan-OJE; Mometary Authonty
Sinpopore-MAS,; Bank Mepom Malaysia-BRM; Bank of Thaibind-BoT, and Banko Sentral ng
Pilipires-BSP) has already revised the muidelines related to povermance. Based on this, this stody
develops a new soore that is expectad to have an advant ge as it exphin the overall bankingrisk
govermance in ASEAN-5, Finally, this study filks the previo us reseach gap that largely examines
the faciors tat determine firmncial risk discloswues, suchas Bushman & Smith(2001 5 and Oliveira,
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Rodrmes, & Craig(2011). However, sidies that imeest paie the mon-fimncial dsk disclosie ane
rermain mixed, especially in the banking industry due to limited to te OR messurement (Helbok
& Wapner, 2006 Ford et al, 2009; Bamakat & Huesainey, 2013).

The remainder of the paper is organized &= follows. Section 2 reviews the melevant prior sidies
and develops these study hypotheses, Section 3 provides the methodok gy, Section 4 reports the
ermpirical results and Section 3 oo neludes the paper.

L LITERATURE REVIEW
2. Rigk (o vernance, ORD and Thelr Pracdees o n ASEAN-5 Banks

The mometary crisi in Asian countries (1997 1998) was a moment of wpency for povernanoe
reform. Therefore, bank repulators and supervisors establish provisions on bank health by requiring
baniks to Teve effective rick mampement and risk povermance. Risk povermancs k& the subset of
corporate poverrance decizions and actions fot ermwe effective rek marmagement, including
cohesive policies, puidance, pmcesses and decision-rights within the risk area (IFC, 20125, This
new mile confrasts flom past niles in erms of expanding the BOD:" resparsibilities, defining the
elements of rek framework, giving direction for banking superviars in assessing the selection
proces of board members and senior mamspement, and evahsting rsk-basad remuneration
stctues as well as minforcing a sowxd fsk cultue. Some ASEAN-5 fimncial emlators,
practically, heve isued re gubtions onthe o bligations for banks to have risk govermance, Singapore
and Malaysia, for example, issued "Risk Govermance" guidelines in 2013, Bl isaed Circular Letter
. 1324/DPNP in X 12 which implicitly explains risk goverance and BoT published The
Handbook for Directors of Firancial Institutions in Chapier 4 which explains the role of boands in
promoting risk poverrance. While BSP adopted the puidance of risk povernance in Augest 2017
with the publication of Circular 971,

According © Bazel IL operatioral risk is "the rik of loss reauling from insdequate or failed
imtermal pmcesses, peaple, and systerns or flom exterml events failures, This definition includes
legal dsk, bt excludes strmegic and reputational rek™ (BCBS, 2006, p.lad). While ORD is
repulated in the document of Intermatioml Comvergence on Capital Measurement ard Capital
Standard | A Revisad Framework)of Pillar 3 concerning market discipline. Pillar3 establishes sk
dizclosure requirements and risk messurement processes, and the capitl adequacy of banks that
allbws market participants to asses the banks condition. Particularly for the ORD, banks are
required to provide information (a) risk mana gement strate ges and processes, (b stocture of the
risk maragement function, (¢} wcope and mahue of the rek measureme ni're porting 2ystemm, (d)
policy for riek hedging or mitigation, andfor (e) strategies and pmocesses for monibring the
effectivens<s of mitipation. The Firancial Stability Institte (FST) sumvey in2014 shaws that most
of the ASEAN-3 banks beganto implement Bazel IT regulatio s in 2007,

F . FPreviaws Researcie s and Hyporhesis Develo pivie i
Risk Covermanee Pronciipes amd ORD Sl iy

The principle of riEk govermance emplasizes oversight on risk marageme of by the BODs, and the
placementof risk committess in BOD compositions to help analyze the riskexposures (FSE, 2013).
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Acoording to agency theory, the s paration of owpership (principal) and mare gement contral
(agent) can encourage the problem of agymmetric information, ramely moral lazand and adverse
slection (Jersen & Meckling 1976 ). They can be derived thmough the dieclosare of information,
inehding risk disclosure, which k& one of te resporsibilities of the board and senior mana gernent
(IFC, 2012; FSRE, 2013; BCES, 2015). Thes, sk povermanse can be ome monitoring toal that will
affect the OBD quality. The stakeholder theory states that firme should benefit stakeholders
(Freeman, 1954). Therefore, rek movermnoe can also be an effective tool for proectng the
imterests of stakehoders that may affect the ORD quality. Hence the hypothesis of this smdy is:
Hl1: Rizk pvenmnce practices have a positive effecton the ORD quality.

Risk Cavermanee Pooeiipcs and Bank Po v ance

Several studies lave shown that govermance claracierstics, particularly risks, increase bank’s
return on aEsets (ROA), eurnon equity (ROE) (Battaplia & Gallo, 2015; Elhl & % erramilli,
20135, ard sock enrne (Asbi etal, 2012; Ellul & Yerramilll, 20133, Otherwie, the munber of
rik commitiees and independent boards negatively affect the share valve (Tobin's () and Price
eariings ratio-P/E ) (Aehi etal, 2012; Erkers, Hung & Mates, 2012). While Adames & Mehman
(2003 ) weing bank samples for 34 yvears poves fat board independence & ot rebted o Tobin's
(). Risk poverrance iz a concept based on apency theory that is expectad to function & a tool that
can give imvestors confidence that they will recepe a ernon the funds imested . Betum received
can be a profit (ROA j and a higher stock price. A bigper increase in stock price flan the increase
in profitwill cause the bank FYE value to be higher. Hence the hypothesis of this study are:

H2al: Risk governance practices leve a direct positive effect onROA.

H2bl: Bk governance practices have a direct positive effecton PE.

Furthermo re, this study believes that the ORD quality varable mediates the infhense of risk
mvenmanse practices on bank performance due to these practices indirectly impmowve bank
performance twough the ORD quality. An ORD quality demorstraies a bank's ability to marns pe
rieks that can reduce the uncerting of fuhae cash flows and encorm pe aceess © exterral fimncing
at lower costs ( Botosan, 1997). Therefore, it may increase the bank's capital base and profiability.
Inother words, the more qualified the ORD, the oo mpamys ability to improve performsnce will be
higher. Comversely, if the lower the ORD quality, the lower the compary's ability to drve
performance. Basad onthe above explaration, the next lypothesk are:

H2aZ: Risk govermance practices leve anindirect positive effect onROA throughO RD quality.
H2b2: Bk governan: practices lave anindirect positive effect onP/E through ORD quality.

3 METHODOLOGY
3.5 Daa

The samples of this study comsist of 537 banks listed on the siock exchanpes of ASEAN-3
( Indonesia, Malsysia, Philippines, Singppore, and Thailand) and it wees 238 anmial report (2010-
2014}, Information on rek povermance practices (RGOY ) and ORD quality (ORD) vanables for
aralytical purposes ame collected from amual reports. While banking performance (ROA and P/E)
and other control varia bles are o bained from the anmal firancial sbements and stock marketdata

contained in BankSoope BureauvanDijk databasze.
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3.2 Research Design and Empivical Model

The content amalysis is e to measie RGOV and ORTY, which are then tesed for validity ad
reliability with a Cmnbach alpha valve of 0.60-0.70 &z "good"” or "adequate” (Clark & Watson,
1993}, The follow ing rmultivariae regreszion models are developed o test the association be tween
RGOV and boththe bank's ORD and performmnoe::

Muodel 1: Effect of sk govermance practices on ORD quality (ORI

ORD: = A0 + BIRGOV: + 2S[FE. + f3TS A+ B4CARL+ BALAW: + 1 il

Model 2: Effect of risk govermance practices on bank performance

REOA P/Ee= 0+ plRGOVL + (20RD + (G351EE, + A TS Awt 73CAR, + e LAW. + TGDP.
"M (2

Regression arabysis with interve ning variables is vsed to find out the total effect of indepe ndent
vanables on deperdent varible corsigting of direct and indirect effects, mamely twough the
imtervening varable with the formmla:

Directeffect: 92, 62, and indirect effects: Bl*yl, Bl *4l
The above equation models are then esed 1wing Two Stage Lexst Square (TSLS) method by

repressing endo g nows vari bles on all exope nows varables in the model and estimating st tural
equations, Table | presents the definitions and sources of all variables inthe empirical analysis,

Tahle |: Definitions and O peratiom liEation of YVariables

Varinhle Mensurem ends Frediction SHrulrces
Dependent Variables 7 endogen
BM RibA = MNetIncome | Todal Assets Anmu] Reperi
PE = Murket Vahie per Shode Earmings per Shute BamkSco pe

Orpesutional sk dischsite indsx | bosed onBase] 1T
temi bt (BCRS, 2006) and the 3 RD index
devels ped by Helbok & Wagnes (2006 | Bogvbod &
THhissyinesy (200 3)
Ineepeemdent Varinhle
Ekk povermmee index, hosed onthe sk moaetmmees
RGOY remibitioni=ued by BCES (2015 ), developed by + Anmis] Reperl
Kaoryomi, Dewe, Fremsidy, & Somieas (2008)
Contral Varisbles
Bamk size megsured wing the mtwral o gt o f ot

ED Al Repe

SIZE et Banmkbco pe
TSA Denmey varisbde 17 fisr the s tundsrd fred approach
i oy { T=A ), omd “07 o therodse | basic indicaie + Al Repini
: appreach/BIA |
Ties Ohne Cavpitaal + Tier Trove Copial
CAR CAR = k- BamkSce pe

Risk Wed phied Aseb
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Varinhle Mlensurem ends Prediction Sl ces
ok,
LAW Dy varisble =17 fir the type of country systen of [nﬂl:“::lﬂnl ey
ap= ;
i " Em]aw.. amd "0 otherwise (code low of mdxed Trtell
A pencyh
InGne mestal hg:ﬂﬂun[hﬁnf:lra] GDOF per capits (in LSDN b - Wetld Bank

Risk Cavermenee Trder (RGO

This sndy 1ees a dsk povemanes indey coretructed by Kapand et al. (2018) to measure com of
ek mvermance practices for each bank-year (RGOW. This index & basd on poverance
puidelines issved by BCBS (2013). This pudance corekts of 13 principles that et be
implementad by banks adapted © the size, complexity, structure, economic sipnificance, and rik
profile. The thireen principles explain: (1) boand resporsibility, (2) board qualification and
compodtion (3) bard's own struchue and practice, (4) mle of senior mara gement (CEOY, (35
povermnee of group struchure, (6 ) an effective and independent riek man geme mfunction, ( 7y rek
identification, monitoring and control, (8) risk communication, (%) compliance function, (10}
effective intermal avditfunction, [ 11)compersation, (12 disclsure and tramspare oy, and (13) the
role of supervizor. The first twebre principles with 17 criteria, fo cused oninterral sk governanoe
proceses (see Karyand et al, 2018}, are evaluated by weighting based on 3 (three) benchmarks.
Thio s ae low level (soore 05 medivm level (soore Ly and high level scome 21 by consde dng the
different roles and responsibilities of boand between countries, ramely one-tier and two-tier
systerns, The following tablke describes the evahwtion criteda of 17 items.

Table 2: Govermance Index for Asses] nER_i-a.k Govermance Practices

Evaluntion criterin

Ao Risk Governance Strocture: Board (principles 1 X 3
1. Ase beand's tesponsibilities | board of commuissieness ) discksd biking ine scoount the fsk aspect?
Are the boord mentbers | hoard of commussiomnersh (1) independent, os meosured by the mimber of
independent boards (oo mnussionets) = 50%; (2) de they hove sk mompement compeiencies, os
meeired by ot the kostone member of the board of commu s ners handng o Hsk mams gemnend
certificate of fsk mamapement expefience’
TDes the selection process of boand comdidates | beand of oo numssionetsh ases | 1) finomedal
1 indeperdence omd competence, (2} recond of integrity omd geod reputaten, (3) encugh ime 1o carmy
oart the tespoa bilinT
Is the sadit conmidtiee (1) independent, as messured by the number of independent sdi commities
d. menbets = 5005 (2 ) does it comsitof ot the Jeost ome pefsynhaning ex periise in fmomee of
senmiin g
Is the tisk commuittes! [ 1) independent, os meosuted by the number of independent 15k commn Hee
5. m.em'l:e:t'sEiﬁ;[lﬁduﬂsﬂhmeex}eﬁhemhmﬂ;mgﬂskmmmmntmmmmdhymhuﬂm
tisk commuittes memiber with o fsk marmenend cert Heate?
I5 the compemsation conmid tee | 1) independent, s messited by the mmber of independ e
temimetation comimny tee members > 50% ) (2) does 11 evalhiye the remmetation takdng nde sccound
the risk=T

=i
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Evaluation criteria

B. Ri=sk governance strocture: Maneg ensent (principles 4, & % 10

™ Are the tels of the semder mamas pement in mams ring bomk activities tking inte sccount the tisk

T oepect | sk appetitef?
B. Is thete am independent CRO | fisk momaspement commdties ) of o ther executive finctiens?
Is the rmnpﬂm furctien (1) independent of the n-peh'ﬂma] woerk unit; [ Z) does it povide fepods

o cempl Bmee i lsT
Is the indernasd sudit function (1) independent of the opetstional workunt (2)a professiom

1. memberof the sudit or handngan inesnal suditer certification; (3 dees itheve mskerelaked activity

skillks, s messuted by o fisk noemgement certificate?

C. Risk Moanagens ent Practices (principles 5, 6. 7.8, 11}

11.  Does the fisk nomapement famews 1k cover the entire bomldng emdity (e rovbed )7
Dwes fhe CRO (Hisk Mamagenent Commiitie e / Risk Director) feport o dsk profile ditecithy 1o the
board [ Beard Eisk Committes of Boord of Commussieners)T
Dines the hvarnd sk commuities o semior moanapment eyvaluste the Hsks fivced by the bamk and ol
ik profilesona e mibr boed T
. Is the tskerelated indotno fon commmicaled 4 the boodd ek comnd Hee and semiod mom gemen?
15, Dies the teporting systent of the Hsk profile comodn fnpodism smd fo e §di st e
Dies the remmeration stichife consider fsk-losed compemsation in evahiating the momasper's
(=i f efoe cutive ) petfis tmomee?
17.  Is the muemance dischsure deliveted o stikeho ders thio ush websites and anmnl reports?

1z,

13,

16,

Sowrcer BCBES (2005}, Karvard stal. (2005)
GRD Trdfex

The ORD index for each bank-year (OBRDit) & desipned 1sing disclosure indexes developad by
Helbok & Wagner (2006 ) ard Barakat & Hissainey (2013). ORD index was developad besed o n
the Baszel 1T Capital Accond (Pilar3) "Risk Disclsure-0 perational-risk disclosure requine me nts"
which was issved by BCES and effective in 2008, These disclosumes are classified imo two with
six iterns: 1) quanttative disclosure (capitbl adequacy) erms and 5 (five) general qualitative
dizclosure iterns. The OBRD index in this study vields 26 ieme or scores that are ot gven a
weighting o avoid the subjectivity of the reseamcher. Sub-indices ame summed for esch year and
each bank sample becomes an index of dischsure by comting all iterns, All iters are treated as
bimary varibles, mmely asspned a value of "0 if not disclosed inthe anmul report and 1" if
meriioned inthe anmel report.
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Table 3: Dicloare Index for Asses=ing ORD Cuality
N Ibemm s uhitem Reference
Operational Risk Dis closure (general)
1. Dues the bank define ope s tioml fsk in scce rdomee with the defindiion put forwoard . Helbo k&
by Boese| Accord 107 Warner
1 1.1 Dyt ind ot Jos s, [
X 1.2 Inteymal processcs.
L 13 Bamancror.
& 14 Sysiem covor.
5 1.5 Ertomal ovents,
6 16 Lepplrik.
Risk ®Mnneg envent Frocess
2. Dives the bemk disclese the smont £ value of fe gulabe ry copital (copital ) fios Baalant &
orpefirtional fsk? Hhissadney
T 2.1 Crusmditative ex plamstion (2013}
B 22 Explomviiomns are prowped by divisien, ne of husiness, subsidiaory, omd counry,
% 23 Explamiione § feosons fif chamge.
1 24 Hlsiraied prphically of presemded in the tbhble.
3. Doesthe bonk disclese the messutement approcach tegulaie iy copdial for Bormalast &
11 opetitional <k Hhissadnedyy
12 3.1 Cuisli e explmstion. {13y
13 32 Quomtilstive ex plomstioon
4 33 Explamtienef previeus of subsequent chamges.
3.4 Thsirsted prophically o1 presented in the thle.
4. Doesthe honk disclse fechigues fiod nut grting o pesatioml fls? Batalant &
15 &1 sl tsiive expbmation Hhissadnesy
16 42 Cuoamtilstive ex plamstion (213
17 43 Ferward loe ng explamstion
18 4.4 Hustrated graphically o presented in the tible.
5. Does the bank discless dobvbose of o perartio ml risk events (extermal © ine frl)? Baalant &
1o A1 Qualitiive explmstion, Husidnesy
52 Qusmifistive ex plomsiion (713
21 53 Ferward loo ldnge ex plamiion
22 54 Hhstrled prophically of presened in the bl
Mol Hoona] ndustos stion
6. Doesthe bk disclese sdd e ml infiodmeaiion oukside the e mubsdof proddsioms, Barralast &
such as the cumulative ameunt of eperational lesses bosed en the type of evens Hhissadnasy
amd bisiness lines, cofrective actis s, subseguent eperatonal sk events? (HH13)

BREE

6.1 Chusali btive explmation.

6 2 Chismiilative ex plamstien

6 3 Forward loo ldng ex plamtion

i A Hliestrted prophically ot presented in the tible.

Sowrces: BUBS (2 ), Helbok & Wogner (2 |, ond Bomlod & Hivse ney (2003
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4. RESULTS AND DISCUSSION
4.0 Dreseriprive Aralysis

The result of the validity test on 17 items of BGOY scale dwows 15 good items (valid) and two
imvalid iterns (the 11thand 17th iteres) which are omitted. The reliability test reailt indicates the
value of the cronbacls alpha coefficient of 0,648 which means either "good " or "adaquaie”. Table
of these test result are not shown, The ob=ervation results alo show that the hi ghest averape value
of RGOV structure disclosure is the inde pendence and compeience cate pories of andit committes
members, which is 186, This is consed by the fact dat te majorty (87 of the mumber of
irdeperdent audit committee members exceeding 30% and at least one of the members has
experience inacomingor financial practices. Indonesian banking large by discloses these criteria
as complianee with te dischsure requirements required by regulator (OJK). Whik the lowest
average soore of .98 is the compersation comrmittes in evaleting the remunerationof the board
of commisioners and their committees by morsiderng te rsk sspect. This is mainly due to the
majority of banks about T028%, particularly Indonesia banks, do mot comsider the nsk in
evaluating remuneration. The folkbwing graphdescribes the averape index of bank riek povermance
(RGOW) in ASEAN-3 which shows the level of RGOV in these countries is quik good (40% o
90% ). The RGOW per wear shows the awamreress of ASEAN-3 banks to impmve the risk
povermanee disclosure,

Figure 1: Averape Index of RGO in Asean-5 Banks(2010-2014)

L1200
IR
L.Oon I:l.'illﬁIl;I
T
DEER ]
AL e e 05
DEN | ;4 4 W IS0
i o B I Lo E
[ e ! b -
D& HI--'I'::- L.
-
040
0200
j Bt Pelaliraa L e Tl

Sowrcer Anmmal Repor ond Notes o fhe Fimneial Stoderoems of soch bank in Asson<d, procsseed

Graph | above describes that the highest kwvel of RGOY disclosure for five years has been
Singapore banking followed by banks in Malaysia, Thailand, Indonesia, and Philippine banking,
The high level of trarsparency in Singapore and Malaysia is likely © bedue to a specific guideline
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repgardingrisk povermance that has beenissued by repulators of financial indgintions in the cotrry.
The Corporate Governance Council in Singapore issved "Risk Governance Guidance for Listed
Boamds" inMay 2012 while Malayaia thronghBRM jssved "Bisk Goverranc: " mudelives inhMach
2013, Inaddition, in accordance with the Asian Develo pment Bank (ADB) ranking results during
2011-2014 thet Singaporean companies have the highest score in erms of "Declsure &
Trarcparency"” and "Resparsibilities of the Board" aspact

The level of ORD gouped imo six cate pores and 26 itens of disclsure, validity and reliability
test esults, Yalidity test vsing 5% sipnificance level withr-table 0,113 (285 obsenvation). Result
of the validity eston2é iems shows 23 pood iterns (valid jand 3 items thatare not pood (imvalid)
thatis4-2, 5-2, and 6-4, Whilke itern 2-1 and iem 3-3 cannot be assessed becamse all bank samples
are declared to reveal this iem. This research will exclude iterns fhat have o valid vahe for the
purpose of ORD index amessment While the result of reliability fest shows the value of the
cronbach's alpha coefficient of 0.713. If animvalid itern is not inchided in the melibility test, the
cronbach's alpha coefficient beco mes 0.718. From bothof these vahwes, it can be concluded that all
iterns are still weliable asa data collection irstument. Table of these test result are mot shown.
Averape d kcbsure forcategory defines o perational risk about 77 with the highest average value
of disclosure. That is © admit lumsnermor and grstem emorfactors fatis aqual © 90%. While the
lowest averape value is to disclo s the definifion of ke gal risk factor about 32% due to Indopesian
banks { most samples)do not include legal risks & pantof operational dsks inaccodance with the
rules issved by BT (PEI Mo 1 125/PEL2009).

For the category of value dicloawe and measurement approach of the regulatory capital of
operatioral sk, almost all banks in ASEAN-5 expres quantitatively fo llowed by & ble/craph and
qualitative explamations. However, disclosure based on diviions, hsiness lines, subsidiaries, or
cottres i the loweast about 18% dve o the difficulty incaloulatingit based o nthese critera. The
level of ORD related o qualitstive, quantititive, and graphictable messurement approach is about
63%-50% or 69% onaverage. While dichsure in the category explains why the change does not
exid from the sample.

The lowest soore of dkEcksure to describe the mitigation techniques and databases rebited o the
operational rek events is expressed qualitatively (94% and 83%) and forward boking (75% and
48% ). The disclosure of additiomal information outside the e pubtory providons & generally very
litde (=10%). This is likely related © the level of bank secrecy that may heve an impact on the
repatation level of the bank. However, some banks dich losses as a mesult of qualitative
operational sk events and intable form.

Graph 2 below explains the average ORD indexes in ASEAN-3 banks during 2010-2014 which
irdicates the level of ORI in these countries is quite pood (40% to 70%). These banks are alao
seen &z an effort t be more ramsparent o the public as evidenced by the average ORD index
contimes to ineeae througw utthe year, although this clange is not very significant, mmely 54%
(200100 56% (20115, 39% (2011, 61 % 2013, and 63% (2014).
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Figure 2: Averape Index of ORI in Asean-5 Banks (2010-2014)
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From the above figure, it can be concluded that banks in Singapore lave the highest trarepane ney
( 76%0 followed by banks in Malaysia (64%), Thailand (56%), Indonesia (532% ) ard Philippines
(44 %), Singaporean kanks heve been likely trippered by an already devel ped capital market mate
=0 flat pmiecton of stakelolders are also higher thmugh law enforcement with tighter
T MEparency.

Table 4 bebw describes the descriptive statistics related © the researchvariables,

Table d: Descriptive Statistics of Fewanch Varables
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The table above describes the averape level of ORD, the highest index kvel is owned by Oversess
Chirgse Banking CorporationLtd. (OCBC) (0,809 or&0.95%) whik TISCD Bank Co. Ltd. has the
lowest index of 9.52%. Banking performance showed the average BOA vahe of 12T and
average P'E was 1387 times. The avermpe RGOV k& T8 8% witha rmaximim vahe of 97 8% ( Bank
CIME Group Holings Berbad) and a minimum vahe of 44.4% ( Bank of The Philippine Islbnds).
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F Muldvanate Arnalysis

This shudy 1mes Feasible Generalized Least Squares (FGLS) estimators tat do mot requine a
residual or clamical assumption testing [ heteroskedastic, mutocormrelaton, and normality) as for
O wirary Least Square (OLS) estimators. However, this sty test comelation strengthdue to high
comelation has the poential to penerae multicollinearty, and perfect multico linearity (099-1.0%
cakes the egesion coefficients of the varables to decres=e the estimate acoumey (Gujarati &
Parnter, 2017, p.3530). According © Pallant (2003, p. 142}, mmilticollinearity oocurs when vadables
inde pendent correlated high(r=0.9). The test rsults show fatall comelation coefficiens between
irde perdent variables less fan0.9.

Table 5: Comelation Testing amone Beseach Vadables (N=285)

Correln tion ORI ROV L SLEE ) T5A CAR LAWY
il gy [ W
In SIZE) O == DL 5mm=
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CAR -0 5 . 145" b ]38 0016
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wew 1% sinticticn lly s ignificont; ** 3% siotistically significant; * 1% sitisticall y significan.

Description of Takble 5 ond 6.

RGOY iz on effective ozl govemones practices. ORD & on aperaisanal risk disdosme qumbity. InSIPE iz dhe soe of the
bank. TSA & o fwpe af copital weqrinsmees m o soe e i, o mehy dhe bose indiemar opprace b (BLA ), ond the stondo b
opprooch (TSA) CAR & the copitl adequocy rofi dhot fonctions o occormmodoie the nsk of e s that moy be foosd by
the bank. LAY i the ol svstem of ihe conmre. GIP is 0 Gross Domestie Prodost. ROA s neforn on osests . BE i price
e OrTngs .

This reseamc hises three esearch models that cannot be tested with fixed effect method becaise of
the mearsingular matrk, Nearzingular matix ocours becmee there are dummy varables
(Werbeek, 2017, p.83L mamely TSA and LAW variables. In addition, there are COMPET and
1nGDP vanables which vahes are repeated for each bank. This study 1ses Pooled Effect Model
estimation method becavse the reanlt of LM test with Brevech-Pagan method shows pro bability
value 0,00<003. The fo lowing tble describes the reault of panel data model analysis. This sody
alw dentifies the model by tsing the order esting procedure o determine whether it is appm priate
o s the TSLS method. The test results dwow tatall eqietions are overdentified, =0 the model
is estimated vsing the TSLS methad.

Table 6 exphins that all models lave adjR-squane whichis high enough for model 1 (68%) which
shows a strong deermiration of this model, while for model 2 and 3 ae pot high eough about
4%-50%. Estimation resultsalso indicate a significant and negative direct effect of risk povermano:
practices on ROA and PE. On the other hand, a significant and positive indirect effect of risk
govenanoe practices onROA and PE though ORD quality.
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Table é: Feession Bstimation Results for Testing Hypotheses

Mudel 1 Muodel 2 Model 3 Model 2 Model 3
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4.3 Discussions

Effect of Rk Governenee Praciioes on ORD Qealiny:

The coefficient value of sk povernance varable is equal to 0.473 { povalue 0,000} dat mearns the
level of ORI is inline with rising risk govermance practices. Inaccorance with previous reseanch
results, ssymmetric information could be educe through gevermnce mechs nisms (suchas boand
independence and aud it cormmitiees) to monitor and discipline mars gement (Limsley & Shrives,
2003}, and support e porting sks o exterml imerests { Blunden & Thrilwell, 2010; Girling, 20135,
Consisent with agency theory and stakehalder theary, risk povermance mes hanisms ( suchas boand
memberand senior mara pement independence, committes members expertise, rik marage me ot
practices)are ways to reduce agymmetric informationover ORD quality. Risk govermance can also
be aneffective ool for protecting the interests of stakehoders tat may affect the ORI quality.

Effecs of Risk Governanee Praciioes on ROA and P/E

The coefficient valve of RGOV is aqual to 0.006 { pvahe-<0,05) that shows the risk povernanoe
practices lenve a direct negative effect on ROA . This stdy sugpests that the e pubition of the
oblipation to have sk povermance practices of banks has pushed the burden of the oo mpany tends
o increase costand potentially decrease profit. Forthe banking induetry in general tat inorder o
comply with sk povermance standards in acoordance with regulatory mequirements, banks mst
provide complete information and procedures related to risk mamapement and supervision tat
prompt a slightly larger o perating experse. The risk povermance famework isalo quite complex
and requires additonal cose that may et from compersation experses or ermention of
committees, maragement or staff who leve capabilities in amordance with regulabory
require ments, Moreover, the implementation of rik govermance will increazingly complicate the
approval of loan applications for both working capital and imvestrent. The bank only approves
customers who heve pgood repubtivnand credibility so that it hasthe poiential to reduce the mimber
of cieibmers and the frequercy of trarsactons tat cansacrifice profit.
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Mearmwhile, TSLS model test results show that RGOV coefficient value (0.012) & sipnificantly
positive. This mears tat risk povernance practices hes an indirectly positive impact on ROA
though O BD quality. Inother wonds, the practice of effective sk povernance can reduce the moral
lozard and adverse selection by providing the brpe msporsibilities o boands (boand of
commissioners) and senior marspement o conduct quality riek contml and rsk tanepae ney
oversight. Thie fsk disclosure is weful for delermining the compamy's rek pofile, reducing
info rmatio n asymmetry and portfolio imestment deckions, o= well & reducing hkiness and
imvestment risks (Abralam & Cox, 2007). Thir rek poverrance practices can positively affect
bank ROA through ORD quality due © the existence of an independent toards and their
resporsibility of the effectiveness of risk management and disclsure, Stict supervizion by the
boarnd on mars gement o avo id manager belavior oomeeys dek information that misleads owmsiders.
High quality sk disclsure can reduce uncertainty infuhre cash flows, increass capit] base, and
further affect bank profita biity. Inaccordance with age ney theory et sk governance can be used
as a monitoring ool o educe agency problems. Healy & Palepu (20015 alzo =tatke that for the
interests of exterral parties (owners), the board monitors and disciplines maragement by
encolraging them to provide fsk info rmation. The bank's ability to manage fsk will ako effective
if it can impmve cost efficiency mlaked W nsk mamgement =0 that bank profibbility can be
achieved | Hamabinern, Hall, & Howeroft, 20035,

The coefficient value of RGOV variable is equal to -1093 (p-value <0.03) showing that RGOY
practices have a direct ne gative effect on the P/E valve. In other words, banks that follow strictor
rigid supervisory boands infollowing the RGOY muidelines terd to have lower kevels of cost and
technical efficiency that may inhibit eamings, Costs incurred include impoving te quality of
hman resouces (especially relaked o rsk mamgement) frough emplyee training preparing
documents, and perermting information (interal and extermal obpectives). These costs lave the
potential o bwer the margin, which is then folbwed by a decline in sock prices that could be
preater, due o a bad sigral to the bank, this reducing the P'E value, These reaults support previous
resganchilat the adoption of sk povemnance k expersive o as o reduce the firm valve (Aebi et
al, 2012; Andries, Caprany & Mistor, 2018). The= am ako comsisent with overreaction
Iypothesi that poorsiprals (decresse inearnings and Beamings per shame-EP 5) lead to lower stock
prices (Bondt & Thaler, 19535,

The estresult of TSLS model testing, the coefficient value penemied by BGOY variable i 4,768
and significant statistically, This means there is an indirect positive effect of risk governance
practices on BE through ORD quality. This study shows that the board is an important oo mpo e ot
resporsible for oversesing rik maragement and estbblihing the best sk governance practices.
Effective sk governance practices can encourage ORD quality o as to reduce agency problems
(seymmetric information) and pets the bemefits of inesing PE. This indicates that both
cormponents (rik povemance and ORD are the bazk of public confidence in mans perent that can
infhence imvestor decisions (Mier & Baoumann 2004; Diamond & Verrecchia, 19913 ==
compersation becase the bank has complied with the epubtions. At the end, te credibility of
bank mampement increases that impmoves acsess © capital, lowers capital cost, increases profit
and EPS. When the EPS incresse k& followed by a brger share price incresse, the P/E value
becomes preater. Acconding to a belavioral perspective that investors erd to overreact against
pood information so that te aset price becames higher.
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Effees af Confrad Varjables on ORD Qualiry, RO, and PE

The bank size has a sipnificantly positive effect anthe ORD and BIOA. However, the bank <ize las
an ireipnificantly pe pative effect on BE. While larpe companies lave the ability to hire <killed
emphyess, and have more prepaed information (Barakat & Hussiney, 20133 larger banks can
lawer the prepamtion huden that encourm ges greater risk disclosue, The std yako suppests fhat
larger banks make them possible o provide wider fimancial and non-fimancial services that will
increase reverne and profitability. The type of capital messurement (TSA) is sipnificantly and
repatively related o ORD, ROA, and PE. This mears ther B a difference in ORD and
performance for banks wsing the type of TSA and BIA. Banks wsing TSA (more oo mplicated)
prefer not o disclose qualified ORI as well as lower ROA and PE than banks using the BIA
method. This can be attributed to banks thet heve implemented TSA does mot want © dow the
public relaied to betier and more complex or comprebersive ek mamagement techniques.
Mearwhile, banks that implement TSA fend to have additional buders asocihied with experts
and preparationof larger documents becmes this method is more cormplex.

The CAR value lasan irsipgnificant effect on ORD ard P/E. This reailt supports the findings of
Klepezamk (2016) that the CAR does mot affect the dsk ramsparency bacaise the bank maintains
its capital ratio in acoordance with the provisions, The CAR kevel of ASEAN-5 banks k& quite high
at 15 84% whichexceadsthatof Basel (8% -49%). The LAW variablke los ako animsipnificant effect
on ORD, ROA, and PVE. Ttsugpest that the difference of the common lbaw or o n-common las
system does not affect the fhree dependent factors. Meamw hile, the coefficients of GDP lave a
significant and positive effect onORD and BOA, whik laving an insignificant and positive effect
on FE. This study reveals that GD'P has the potential to increase demand and credit quality so that
it positively impacts on bank fsk and profitability discl awe, While GDP does not affect the value
of stocks becmee of any other factors that caninflvence it stonger, such as imestor balevior, the
willingness of compandes to pay dividends, and earnings of mmltinational corporatons that ane not
reflected inthe GDP of local cowries { Hermmanm, 20165,

E Sensidviry Amalyds of Major Re warch Modely

Thie study performed two additional tests to see the mhistness of the main models Firstly, the
RGO scaome is replaced by counting all iens withowut weight for eachyear and bank sample. All
iterns are treated s bimary vardabks, mmely assigred a vahie of '0° if it B oot disclosed in the
anmul report and ' if it is mentionsd in te anmal report. The second st by e gressing the entine
model by removing all samples of Singapore banks during 2010-2014, This is dome with the
corsideration that the Singapore siock market hes advanced claracieristics and above-average
GDP =co res from all sample studies. The iest result with sbodardized method alzo shows datall
Singapore bank samples as oullier samples. The st results for both additio mal stz ipports the
i test.

5 CONCLUSION

The above d Eeiesions highlighted that the boand which fully respomsible for the effectivenes of
rEk povermance will ersure ORD, however, the bank's dsk povermance (RGO practices have the
potential of increasing the operatonal experses and decreasing the eamings as a result of strict
reguilations, This study also sugpests that dght RGOY has the potential to diminish the austomers
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munberas a result of complicated credit applicationapproval. Furthermore, O BD has a mediation
role that affects the RGOY towands BOA and PE of ASEAN-3 banks BGOW has a positive effect
on bank ROA though ORT due to strict supervision by the board on risk mara gement to avoid
rmarager belavior comveying rik information that misleads outziders. Highquality risk discloare
can reduce uncertainty infulwe cash flows, increase capital baze, and further affect bank RO A and
PE.

There are implications for remlators, banks, ivestors, and academics. First, banking re pulators
nead to corsider the burden that mist be bome when requiring the sringent RGOY practices, but
still encouraging this industry © furter enhance and pay attention to the importance of ORD,
whichit will valuable for mars gement and imvestors, Second, banks, however, need to revise their
risk maragement policies and procedures that are adjsted to RGOY standards inorder i achieve
effective sk mara germent Thind, imvesiors need to pay more attention o banks’ RGOY practices
becawse they leve a direcdy positive effect on ORD and indirectly positive effect on bank
performance.

Firally, thi= research has five weaknesses. First anassssment of EGOY and ORD practices may
be less precize or accwrmike when the assessment is besed only on what is dieclsed in the anmzal
report. Subsequent research k expected by adding more in-depth imerview methods o better
urderstand the toe practices of rek povermanoe. Second, there is the difference of data amount
betwee ncountries that ame less comparable. Future researchean add longer time o the mimber of
countries or more samples @ that te amalysis be more comprebe repve, Thind, this study excludes
endopenoE isaws @ that further meseach can imvestignte the effects of ORD and bank
performance on RGOY practices. Fourthy, the sample selection process does not divide into groups
of large and small size that might improve the accuracy of research results or avoid selection bias.
Fiftly, the study 1ees RO A and PE that may mot be able to describe the averall messres of bank
performance. Therefore other proxies such as pet inoome, ROE, Tobin's (), and stock returnes can
be 1med insubsequent reseamch.
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